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Adjustment of Inventories 
B Y W . G . L A R U E , Kansas City Office 
P R A C T I C A L L Y every accountant has 
at some time or other encountered 
technical problems in the execution of en-
gagements. The following has to deal 
with the determination of a method to be 
used in adjusting physical inventories of 
work in process, finished parts and finished 
goods (priced at values as shown by cost 
department records) to approximate cost. 
Preliminary to the discussion of the deter-
mination of this method, the following 
facts are set forth: 
The client maintains a most complete 
and comprehensive cost accounting sys-
tem. The factory burden, which includes 
interest on investment as one of the ele-
ments, is based on predetermined depart-
mental machine hour rates. The overhead 
absorbed in production costs, based on the 
predetermined rate, has, over a period of 
years, been in excess of the actual amount 
of overhead. 
The cost records and the general books 
are reconciled monthly by crediting the 
difference between the amount of overhead 
absorbed in production cost, based on the 
predetermined rate, and the actual amount 
of overhead to an account known as current 
variation or factory profit, which, in turn, 
is credited to profit and loss. The differ-
ential, represented by total of the interest 
and of the current variation or factory 
profit, is not applied in the cost records as 
a reduction of the total cost of the various 
articles of finished parts and finished goods, 
owing to their being too numerous and 
varied in character. 
If all the finished parts and finished goods 
produced were sold, it would not be 
necessary to make any adjustment as the 
interest on investment and factory profit 
would then be entirely earned. 
In order to eliminate the factory profit 
and interest, included as an element of 
cost, from the inventory valuations, the 
following method was adopted. 
The ratio of the total cost of finished 
parts and of finished product sold, to the 
average inventory of work in process, 
finished parts, and finished goods, was de-
termined. This ratio, when applied to the 
total of the amount of interest, included in 
cost, and of factory profit, results in the 
ascertainment of the amount by which the 
closing inventory should be reduced, in 
order to eliminate the interest and over-
absorbed burden included therein. A 
practical illustration of the determination 
and application of the method as above 
outlined follows: 
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Inventory at beginning: 
Work in process $55,000.00 
Finished parts 65,000.00 
Finished goods 70,000.00. $190,000.00 
Cost of manufacture: 
Finished parts $680,000.00 
Finished goods 830,000.00 1,510,000.00 
Total . $1,700,000.00 
Inventory at end: 
Work in process $50,000.00 
Finished parts 70,000.00 
Finished goods 80,000.00 200,000.00 
Cost of finished parts and of 
finished product sold $1,500,000.00 
Average inventory $195,000.00 
Ratio of cost of finished parts and of finished 
product sold to average inventory 13% 
Credits to profit and loss: 
Interest on investment $42,500.00 
Factory profit. . . 17,500.00 
Total $60,000.00 
Interest on investment and factory profit = = = = = 
included in inventories, 13% of $60,000.00, 
or $7,800.00 
Per Books Adjustment Adjusted 
Adjustment of inventories: 
Work in process. $50,000.00 $1,950.00 $48,050.00 
Finished parts.. 70,000.00 2,730.00 67,270.00 
Finished goods.. 80,000.00 3,120.00 76,880.00 
Total.... $200,000.00 $7,800.00 $192,200.00 
The method as outlined has been fol-
lowed for a number of years, with the ratio 
of adjustment remaining practically con-
stant, proving to some extent that the 
method as outlined may be considered 
theoretically sound. 
